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Abstract 
Islamic banks in Malaysia offer Letter of Credit (LC) Wakalah (agency) and LC Murabahah (cost-plus) as two of their 
main trade finance facilities. LC is the product of International Chamber of Commerce, the world business organization 
based in Paris and it is governed by the Uniform Customs and Practice for Documentary Credits (UCP) No. 600 (UCP 
600). The objective of this paper is to clarify an issue on a few articles of the UCP 600 as the governing rules of LC 
Wakalah and LC Murabahah. At the same time, this paper discusses the practice of some Islamic banks in Malaysia in 
facing this issue. This study adopts the qualitative method as the main research methodology where both the primary and 
the secondary data are used. For the primary data, semi-structured interviews were conducted with bankers who are 
directly involved with the operation of Islamic LCs. As the result, this paper discovers an issue on the UCP 600 for 
Islamic LCs that is the issue of insufficiency in dealing solely with documents for LC Wakalah and LC Murabahah 
without checking the conditions of goods. This paper analyzes this issue by determining whether it is in line with the 
Shariah principles. Lastly, a solution to resolve the issue on the UCP 600 for Islamic LCs is recommended to Bank Negara 
Malaysia. 
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1. Introduction 
     Letter of Credit-i (LC-i) is the most popular facility of Islamic trade finance and it is available in all Islamic 
banks in Malaysia because it is the most popular method of payment or settlement in international trade which  
________ 
*Corresponding author.  Tel.: +60199314700; +60355444693.  
E-mail address: shfaigah@salam.uitm.edu.my 
Available online at www.sciencedirect.com
© 2013 The Authors. Published by Elsevier B.V.
Selection and peer-review under responsibility of ICEBR 2013
Open access under CC BY-NC-ND license.
Open access under CC BY-NC-ND license.
127 Sharifah Faigah Syed Alwi et al. /  Procedia Economics and Finance  7 ( 2013 )  126 – 133 
protects the interest of both seller/exporter and buyer/importer. The operation of LC-i is very similar to the 
operations  of conventional Letter of Credit (LC) but the  difference is on the  underlying contract  that fulfills 
the Shari’ah requirements. Previously there are three Shari’ah contracts used for LC-i namely wakalah 
(agency), musyarakah (profit sharing) and murabahah (cost-plus) (Nik Norzrul Thani, et al., 2003). However, 
according to all the Islamic bankers participated in the interview for this paper, the only Shari’ah contracts 
used currently in LC-i are wakalah and murabahah. Credit standing of the customer is the main criteria for 
LC-i facilities to be offered to the customers of Islamic banks. The LC Wakalah facility is offered to the 
customer when he wants to use his own money to pay the seller/exporter or beneficiary. The Islamic bank will 
require the customer to place a deposit to the full amount of the price of the goods to be purchased/imported 
which the bank accepts under the contract of wadi’ah (safe custody) (Joni Tamkin, 2005). The Islamic bank 
plays the role of the issuing bank in LC Wakalah because it issues LC-i and acts on behalf of the customer. 
The LC-i will be forwarded by the issuing bank to the correspondent/agent bank or the advising bank or 
negotiating bank in the beneficiary’s locality.  The LC-i will be advised and informed by the 
correspondent/agent bank and it will forward the original copy to the beneficiary. Once the beneficiary is 
satisfied, he will ship the goods and forward all the shipping documents to his bank (Pang, 2000).  
     In the situation where the customer does not have the money to pay the seller/exporter, LC Murabahah is 
offered by the Islamic bank. The Islamic bank will become the owner of the goods in this LC Murabahah. The 
customer is appointed to be an agent by the Islamic bank to purchase the required goods on the bank’s behalf 
(Bank Muamalat Malaysia Berhad, 2009). The bank establishes the LC-i and sends it to the 
correspondent/agent bank that will advise the beneficiary of the LC-i. The function of the correspondent/agent 
bank in this LC Murabahah issuance is equivalent to the LC Wakalah. The beneficiary will forward all the 
shipping documents to the correspondent/agent bank once he ships the goods. The documents will be 
negotiated by the correspondent/agent bank and sent to the issuing bank once it complies with the terms and 
conditions of the credit. Upon receipt of the documents and the Islamic bank, which is the issuing bank, is 
satisfied with the documents compliance of the terms and conditions of the credit, it will sell the goods arrived 
under the contract of murabahah at a sale price which consists of its cost and a profit margin for settlement by 
cash or on deferred term to the customer (El Gaily, 1995; Bank Muamalat Malaysia Berhad, 2009). The 
Islamic bank will forward or remit the payment to the beneficiary using its own funds through the 
correspondent/agent bank.  
Both conventional LC and LC-i are governed by international rules known as the Uniform Customs and 
Practice for Documentary Credits (UCP). This UCP was introduced by the International Chamber of 
Commerce (ICC), the world business organization which is based in Paris (International Chamber of 
Commerce, 2013). UCP 600 is the latest version of the UCP. The UCP is the most recognized rules for LC by 
the banking world because it provides a uniform mechanism for the use of LC through the involvement of 
commercial banks (Chatterjee, 2006). The UCP has clearly outlined and identified the responsibilities of each 
party involved in an LC transaction, making the UCP globally accepted. The parties involved in documentary 
credit or LC should understand its process as a method of payment since it is one of the important instruments 
of payment used in international trade and governed by the UCP (Abdul Latif, 1990). The UCP is a set of 
internationally accepted rules and definitions which covers the liabilities and duties of all parties to LC. All 
bank authorities and advices of LCs will state that the credit is subject to the UCP. Where the terms of the 
credit contradict the UCP, the terms of the credit will prevail and where the national laws conflict with the 
UCP, national laws prevail (Watson, 1995). Thus, the UCP governs the application and operation of the LC 
primarily, though not solely and it has been accepted worldwide even though it does not have any statute or 
legal force (Ahmad Azam Othman et al., 2010). 
Lahsasna (a), 2007, highlights the idea that the Islamic LC is governed by the same conventional UCP 
which “remains a product of the Western practitioners and experts”. It is a reality that ICC is not concerned 
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with enforcement of the necessary discipline for Muslim countries (Chapra, 2007). For example, LC in 
international trade from the beginning of 1974 until today has evolved without taking into account any 
contribution from the Islamic business community. Some important amendments have been made for the UCP 
in the revision in 1983, 1983 and 2006. Nevertheless, none of its provisions has the Islamic position being 
considered (Lahsasna (a), 2007). The issue that arises here is whether the latest UCP 600 is suitable to govern 
LC-i since it is meant and designed for conventional LC (Ahmad Azam Othman et al., 2010). It is found that 
there are a few articles of the UCP 600 which contradict the Shari’ah requirements in doing trade. For 
example, one of the requirements of the UCP 600 (Article 5 and Article 7) is all the LC transactions are solely 
based on documents (International Chamber of Commerce, 2006). Parties involved in the LC, including 
banks, are more concerned about the documents and not the goods (Chatterjee, 2006). Thus, the most 
important condition that has to be fulfilled by the seller of goods in order to get payment from the issuing 
bank, with regards to both the LC and LC-i, is the production of documents to prove that the goods have been 
shipped. Whereas, in order for a sale to be considered valid according to Shari’ah requirements; the existence 
and condition of goods has to be checked and confirmed by the seller (International Shari’ah Research 
Academy for Islamic Finance, 2012). In the case of LC Murabahah, an Islamic bank is the seller of goods to 
the customer. Thus, it has to ensure the existence and condition of the goods to be sold and not solely rely on 
the documents. However, Islam does not prohibit the application of any rules which are by nature 
conventional, provided that their application does not contradict the Shari’ah principles (Ahmad Azam et al., 
2010). Thus, the objective of this paper is to clarify an issue on a few articles of the UCP 600 as the governing 
rules of LC Wakalah and LC Murabahah. At the same time, this paper discusses the practice of some Islamic 
banks in Malaysia in facing the issue. 
2. Methodology 
This research adopts a qualitative methodology where both the primary and the secondary data are used. 
The semi standardized (guided-semi structured or focused) face to face interviews were conducted with all the 
four respondents cum bankers from 4 Islamic banks that have given their full supports and been directly 
involved in this research. The interviews act as an alternative way to obtain information due to the lack of 
published materials on the issue whether the UCP 600 is suitable to govern LC-i since it is meant for 
conventional LC. These Islamic banks are Affin Islamic Bank Berhad, Bank Islam Malaysia Berhad, Bank 
Muamalat Malaysia Berhad and Maybank Islamic Berhad. The expert in Islamic trade finance, Prof. Dato’ Dr 
Mohd Azmi Omar as the former Dean of Institute of Islamic Banking and Finance (IIBF) in International 
Islamic University Malaysia was interviewed to obtain his opinions on the issue of a few articles of the UCP 
600 as the governing rules of LC Wakalah and LC Murabahah.  
The secondary data for this research were gathered through library research. Unfortunately, there are not 
many books and articles written on the issue of the Articles of the UCP 600 as the governing rules of LC 
Wakalah and LC Murabahah except for two articles written by Lahsasna, (2007a and 2007b), one article 
written by Rosmawani Che Hashim et al., 2010, and one article written by Ahmad Azam Othman et al., 2010. 
The information on the issue of UCP 600 was obtained from the interviews with the selected respondents and 
a few reading materials referred to. This paper discovers one issue on the UCP 600 governing the Islamic LCs 
namely the issue of insufficiency in dealing solely with documents for LC Wakalah and LC Murabahah 
without checking on the conditions of goods. This issue occurs mainly because the UCP 600 is the product of 
ICC and is designed to cater to the needs of conventional LC. At the same time, there is no specific or detailed 
guideline or rule and regulation from Bank Negara Malaysia (BNM) on Islamic LC. This paper highlights a 
few recommendations to the regulator, which is BNM and Islamic banks, to cater to the problem of LC-i and 
the UCP 600.  
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3. Findings and Analysis 
Out of the 39 Articles in the UCP 600, only a few Articles will be discussed in this paper because they 
contain elements that contradict the Shari’ah requirement such as Article 5 and Article 7. The UCP 600 rules 
that do not contradict with any Shari’ah principles are permissible to govern the ITF facilities as it can be 
understood from a liberal approach demonstrated by Ibn Taymiyyah (Ibn Taymiyyah, 1978; Ahmad Azam et 
al., 2010): “The underlying principle in contracts and stipulations is permissible and valid. Any contract or 
stipulation is prohibited and void only if there is an explicit text (from the Quran and the Sunnah of the 
Prophet (PBUH) or the Ijma’ (consensus of jurists) or a Qiyas (analogy) proving its prohibition and voiding.” 
The application of a few Articles in the UCP 600 raises Shari’ah issues especially in the implementation of 
LC Murabahah (cost-plus) because the bank also acts as an owner of the goods to be sold to the customer 
other than just being a paying agent for the customer in LC Wakalah.  
3.1 Insufficiency in Dealing Solely with Documents for Letter of Credit Wakalah and Letter of Credit 
Murabahah without Checking on the Condition of Goods 
     The issue pertaining Article 5 of the UCP 600 is relevant to both LC Murabahah and LC Wakalah. Article 
5 of the UCP 600 states (International Chamber of Commerce, 2006): “Bank deals with documents and not 
with goods, services or performance to which the documents may relate”.  
     It is clearly stated in Article 5 of the UCP 600 that LC transactions are solely based on documents. 
Therefore, all parties involved in LC, including banks are concerned with the documents and not the goods 
(Chatterjee, 2006). If there is any dispute on goods, services or performance between the buyer and the seller, 
the undertaking obligation of the bank to effect the payment to the negotiating bank upon arrival of the 
documents and compliance with the terms and conditions of the credit will not be compromised. This could be 
seen in Article 7 section (a) of the UCP 600 which states (International Chamber of Commerce, 2006): 
“Provided that the stipulated documents are presented to the nominated bank or to the issuing bank and that 
they constitute a complying presentation, the issuing bank must honour…”  
     It is understood from Article 7 section (a) of the UCP 600 that in order for the bank to effect payment, the 
only ‘consideration’ for the bank is the documents. The parties responsible to make sure of the accuracy of the 
condition of the goods are the buyer/importer and seller/exporter (Rosmawani et al, 2010). This is because the 
contract of sale is executed between the buyer/importer and the seller/exporter. The bank in LC transactions is 
not part of the contract of sale as ruled by the Article 4, section (a) of the UCP 600. Most of the Islamic banks 
in Malaysia strictly follow the UCP 600 in their LC-i issuance. Thus, most of these Islamic banks are not 
involved in any dispute arising between the seller and the buyer with regard to the condition of the goods in 
the contract of sale. Basically, the banker will only advise the customer or the buyer/importer on how to 
resolve the problem with his seller/exporter since the bank is not one of the parties in the contract of sale 
between the buyer/importer and the seller/exporter (Rosmawani et al., 2010). The issue that may arise is 
whether Article 5 of the UCP 600 suitable to be applied to LC Murabahah and LC Wakalah. According to 
Fisol Amri Mansor (personal communication, 2010) from Affin Islamic Bank Berhad, the main concern in 
this issue is not just about the dispute on the condition of the goods such as the quality or the quantity of the 
goods mentioned in the document not being the same as the real goods delivered to the buyer. Instead, it is 
more about the goods traded in the LC-i transactions; whether it is halal or permissible according to Shari’ah 
principles, or prohibited. The significant verse in the Quran about consuming halal goods is surah al-Maidah 
(88) which reads: “Eat of what Allah has provided for you halal and good, but fear Allah in whom you 
believe.” 
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If the bank only deals with documents and is not concerned about the condition of goods at all, there is a 
possibility that the bank might deal with haram or non-permissible goods. In LC Murabahah, the bank is the 
owner and the seller of the goods while in LC Wakalah the bank helps the customer to purchase the goods 
from the exporter or supplier. Therefore, in both LC transactions it is very important for the bank to know and 
be aware of the condition of the goods because it has a religious dimension since it involves the compliance to 
Almighty Allah’s commands and thus it is binding. The bank’s concern on the condition of the goods is vital 
because it determines the validity of any transaction whereby it ensures that the goods are not goods 
prohibited by the Shari’ah (Sikandar, 2006). The Quran provides (al-A’raf 7: 157); “…He allows them as 
lawful what is good and pure and prohibits them from what is bad and impure..” 
Only trade transactions involving the goods that are permissible according to the Shari’ah principle can be 
executed. Basically the condition of goods is clearly mentioned in “Shari’ah Standards” issued by Accounting 
and Auditing Organization for Islamic Financial Institutions (AAOIFI) (2010) under the Shari’ah ruling on 
documentary credit in Clause (3/1/3) which states: “It is not permissible for the institution to undertake 
transactions in documentary credit, in accordance with what is stated in item (3/1/2), either for itself or on 
behalf of another as a client or institution or by way of collaboration, when such credit pertains to goods that 
are prohibited by the Shari’ah, or is based on a contract that is void or irregular (according to the Shari’ah) 
due to vitiating conditions or includes interest, either charged or paid, whether explicitly as in the case of loan 
upon payment by the beneficiary of amounts not fully or partially covered in similar credit, or impliedly, as in 
the case of discounts or trading (payment) on bills of exchange with deferred and delayed payments.” 
The second issue regarding Article 5 of the UCP 600 is it is understood that the Islamic bank is the owner 
of the goods that sells the goods to the customer in LC Murabahah. The customer of the Islamic bank is 
appointed by the bank to be his purchasing agent of the goods from the seller/exporter. This means that 
whenever the customer executes a contract of sale with the seller/exporter he is doing it on behalf of the bank 
because the bank is the owner of the goods. If there are disputes on the goods such as the goods sent by the 
seller/exporter are not according to the specification mentioned in the documents or the bill of lading, the 
bank being the seller of the goods, has to be responsible for the condition of the goods. This is because in 
Islam, the bank as the seller is liable to the goods that it sells to the customer. In this situation, the bank cannot 
be responsible to only matters pertain the trade documents. The goods must remain in the risk of the 
institution or the bank when the bank sells the goods to the customer (Usmani, 2005). The Islamic banks 
obviously contradict the spirit of Shari’ah that is to promote economic and social justice if they strictly follow 
Article 5 of the UCP 600, where their responsibility lies mainly in ensuring proper and complete 
documentation of the trade.  
The conventional bank is also facing this issue where there are cases in which the condition of the goods 
delivered to the bank’s customer from the exporter is not according to the specification mentioned in the 
documents. According to Ahmad Tarmizi Abu Hanifah (personal communication, 2010) from Maybank 
Islamic Berhad, this issue occurs across the board since the problem is faced by both conventional and Islamic 
LC. It is known that, in the situation where LC is issued and the bank deals with documents without checking 
the goods, it will not avoid an importer from being cheated by dishonest exporter (Comptroller of the 
Currency Administrator of National Banks US, 2009). The conventional bank has no responsibility towards 
the conditions of goods delivered to the customer since Article 5 of the UCP 600 states that the bank is only 
responsible to deal with the documents. However, the bank in LC Murabahah is the owner as well as the 
seller of the goods to the customer, so its responsibility lies in both the goods and the documents. Obviously, 
the Islamic bank has more responsibilities to fulfill as a seller, thus, cannot operate using the same principle as 
the conventional banks even though it is offering the LC-i, which is governed under the UCP 600 of the ICC 
Rules. 
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To avoid the dispute on the condition of the goods in the LC-i transactions; whether the goods are halal 
goods or the goods are according to the specification mentioned in the documents, the Islamic bank as the 
owner of the goods must establish a mechanism to inspect or check on the goods prior to shipment. For 
example, the Islamic bank may appoint a third party to conduct inspection on the compliance of the physical 
goods with the contract of sale. This effort can minimize the discrepancy risk or elements of fraud. This is 
mainly because the seller/exporter may submit the stipulated documents evidencing shipment of the goods but 
the actual goods being shipped may not be the same in terms of quality, quantity, weight, colour and etc 
(Pang, 1999). This is actually the highest risk in LC-i issuance when the UCP 600 states that banks only deal 
with documents and there is no requirement to make any inspection on the goods by the third party or agent 
appointed by the bank or the buyer/importer. According to Badriyah Md Taha (personal communication, 
2010) from Bank Islam Malaysia Berhad, it is undeniable that the Islamic bank has internal operation 
guidelines regarding the goods traded by the bank to ensure that the bank only deals with the halal goods. 
BNM has also established a listing of all the goods that cannot be financed under Islamic financing facilities 
such as live swine, race horses, meat of swine, fresh, chilled or frozen, pig and ham (Bank Negara Malaysia, 
2009; Legal Research Board, 2008). However, only a third party or an agent appointed by the bank or the 
customer to inspect on the goods can verify that the goods loaded into the vessel are really accorded to 
documented specification. Hayatey Baharum (personal communication, 2010) from Bank Muamalat Malaysia 
Berhad emphasizes that her bank also has practiced this inspection on the goods by an agent whenever there is 
a request or requirement from the customer. Therefore, BNM shall consider making it compulsory for Islamic 
banks to have a third party or an agent to inspect on the goods traded in LC-i to verify the condition of the 
goods.  
Prof. Dato. Mohd. Azmi Omar (personal communication, 2010) the former Dean of IIBF in International 
Islamic University Malaysia emphasizes that BNM shall also consider suggesting to the ICC to add specific 
section in the existing UCP 600 to cater for the LC-i where the focus should be on the types of goods and in 
the case where the presentation of the documents or goods does not comply, khiyar (the rights of options) can 
be introduced to the buyer. This suggestion is relevant because the Islamic banking and finance today has 
become significant in the international trade and finance. Prof. Dato. Mohd. Azmi Omar (personal 
communication, 2010) further highlights that in the circumstance where the ICC does not want to accept the 
proposed suggestions, it is the responsibility of relevant authorities in Islamic banking and finance such as 
BNM to come up with standard guidelines for internal domestic LC-i in Malaysia These standard guidelines 
for internal operation of LC-i in Malaysia is very important to ensure uniformity as there are disparities in the 
implementation of LC-i by many of the Islamic banks here.  
4. Conclusions 
This paper found that there are a few Articles of the UCP 600 as the governing rules of LC Wakalah and 
LC Murabahah which contradict the Shari’ah requirements. However, this paper only focuses on Article 5 
and Article 7 of the UCP 600, which emphasize on the LC transactions to be solely based on documents. 
Islamic banks being the owner of the goods in LC Murabahah and the agent for the customer in LC Wakalah 
are responsible to know about the condition and existence of the goods involved in LC transactions. This 
paper implies that Islamic banks in issuing LC-i are restricted to the UCP 600 as the governing rules but at the 
same time have to comply with the Shari’ah requirements. Thus, in order to ensure that LC-i operations 
comply with Shari’ah requirements, some Islamic banks have appointed a third party or an agent or the 
customer himself to inspect and verify on the condition of goods whether they are really according to 
documented specification. Unfortunately, most of the Islamic banks do not have this practice where they just 
accept and follow the UCP 600. It is recommended that BNM as the regulator to suggest to ICC to come up 
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with the rules and regulations that cater to both the conventional and Islamic LC. At the same time, BNM 
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